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EXPOSURE DRAFT 




MARCH 15, 1978 
Issued by the Accounting Standards Executive Committee of the 
American Institute of Certified Public Accountants 
For Comments From Persons Interested in Accounting and Reporting 
Comments should be received by June 15, 1978, and addressed to 
Dennis G. Alfredo, Manager, Accounting Standards Division, File no. 3153 
AICPA, 1211 Avenue of the Americas, New York, N.Y. 10036 
AICPA American Institute of Certified Public Accountants 1211 Avenue of the Americas, New York, New York 10036 (212) 575-6200 
March 15, 1978 
To Practice Offices of CPA Firms; Members 
of Council; Technical Committee Chairmen; 
State Society and Chapter Presidents, 
Directors, and Committee Chairmen; 
Organizations Concerned With Regulatory, 
Supervisory, or Other Public Disclosure 
of Financial Activities; Persons Who Have 
Requested Copies: 
An exposure draft of a proposed statement of position entitled Reporting 
Intercorporate Tax Allocations accompanies this letter. 
Comments and suggestions on any aspect of the enclosed draft are sought and 
will be appreciated. They should be addressed to Dennis G. Alfredo, Manager, 
Accounting Standards Division, File Ref. no. 3153, at the AICPA, by 
June 15, 1978. The Accounting Standards Executive Committee and the Task Force 
on Accounting for Income Taxes will be particularly interested in the 
reasoning underlying comments and suggestions. 
Sincerely yours, 
Arthur R. Wyatt, Chairman 
Accounting Standards 
Executive Committee 
Dennis G. Alfredo, Manager 
Accounting Standards Division 
PROPOSED STATEMENT OF POSITION ON 
REPORTING INTERCORPORATE TAX ALLOCATIONS 
INTRODUCTION 
1. This statement deals with sit-
uations in which a parent company 
joins with one or more of its sub-
sidiaries in filing a consolidated 
income tax return and, because 
of minority shareholder interests, 
credit evaluations, or other reasons, 
the parent or one or more subsidi-
aries prepares separate financial 
statements. The provision for in-
come taxes in the separate finan-
cial statements of the parent or a 
subsidiary involves "intercorporate 
income tax allocation"—an alloca-
tion of the provision for income 
taxes reported in the consolidated 
financial statements.1 
2. Income taxes paid based on 
consolidated income tax returns 
and intercorporate income tax al-
locations are transactions and allo-
cations between related parties. 
Statement on Auditing Standards 6, 
Related Party Transactions, states 
in paragraph 6 that "established ac-
counting principles ordinarily do 
not require transactions with re-
lated parties to be accounted for 
on a basis different from that which 
would be appropriate if the par-
ties were not related." The reason 
is indicated in paragraph 18: "Ex-
cept for routine transactions, it will 
generally not be possible to deter-
mine whether a particular transac-
tion would have taken place if the 
parties had not been related, or, 
assuming it would have taken 
place, what the terms and manner 
of settlement would have been." 
Accordingly, the statement con-
1
 This statement of position is not in-
tended to affect intercorporate tax allo-
cations under regulations of the Internal 
Revenue Code for tax purposes. 
cludes that the auditor "should 
view related party transactions 
within the framework of existing 
pronouncements, placing primary 
emphasis on the adequacy of dis-
closure of the existence of such 
transactions and their significance 
in the financial statements of the 
reporting entity." 
3. The accounting issues involved 
in the broad range of related party 
transactions are complex and be-
yond the scope of this statement 
of position. Furthermore, some be-
lieve that intercorporate tax alloca-
tion should not be singled out from 
other related party transactions as 
the subject of specific accounting 
recommendations. However, the ac-
counting standards division be-
lieves that guidance should be pro-
vided for intercorporate tax alloca-
tion for the following reasons: 
a. Present practices for allocat-
ing the consolidated provision 
for income taxes among the 
members of the consolidated 
group vary widely. The dif-
ferent methods used can pro-
duce disparate results. The 
disclosures made, in the ab-
sence of adequate authorita-
tive guidance, also vary. 
b. Income taxes must be paid 
by a corporate business en-
tity when due, whether the 
entity files a separate income 
tax return or files as part of 
a consolidated group, and the 
amounts paid must be deter-
mined in accordance with the 
Internal Revenue Code and 
related rules and regulations 
and the rules and regula-
tions of other taxing authori-
ties. Accordingly, the meas-
urements are significantly in-
fluenced by those outside 
sources, and, to the extent 
that they are different from 
those encountered in other 
types of related party trans-
actions. 
c. Most related party transac-
tions could take place be-
tween parties that are not 
related. Payments of income 
taxes based on a consolidated 
income tax return and inter-
corporate tax allocation of the 
consolidated provision for in-
come taxes, however, always 
involve related parties. 
d. Guidance has previously been 
provided on some types of 
related party transactions. For 
example, FASB Statement 13, 
Accounting for Leases, re-
quires that "the classification 
and/or accounting shall be 
modified as necessary to rec-
ognize economic substance 
rather than legal form" with 
respect to certain leases be-
tween related parties. Also, 
the accounting standards di-
vision has previously pro-
vided guidance on certain 
specific related party transac-
tions, in Statements of Posi-
tion no. 74-12, Accounting 
Practices in the Mortgage 
Banking Industry and no. 75-2, 
Accounting Practices of Real 
Estate Investment Trusts. 
PRESENT PRACTICES 
4. Several accounting methods 
are used in practice for intercor-
porate tax allocation. For pur-
poses of this statement of position, 
they are termed the "separate re-
turn method," the "agreement 
method," the "with-or-without (or 
marginal contribution) method," 
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the "percentage allocation meth-
od," and the "IRS methods." 
5. The separate return method 
treats each company as if it filed 
its own tax return. The agreement 
method treats income taxes as an 
allocable expense (similar to shared, 
general, and administrative costs) 
that is controlled by and accounted 
for in accordance with arrange-
ments between the parties. The 
with-or-without method empha-
sizes the effect that the income or 
loss of a member of a consolidated 
group may have on the consoli-
dated provision for income taxes. 
The percentage allocation method 
is based on the mathematical rela-
tion between the total consolidated 
provision for income taxes and the 
pretax income or loss of each of 
the members. The IRS methods are 
those permitted by the commis-
sioner of Internal Revenue in tax 
returns. 
Separate Return Method 
6. The separate return method 
of allocating income taxes empha-
sizes the individuality of each 
member of the consolidated group. 
Under this method, the provision 
for income taxes for each member, 
including those with losses, is de-
termined, in general, as if that 
member files a separate income tax 
return. The amounts are calculated 
using the information in the sepa-
rate financial statements of each 
member, but the tax. elections con-
form to those made in the consoli-
dated return. The requirements of 
APB Opinion 11 (as it affects both 
the balance sheet and income state-
ment), including those with respect 
to interperiod tax allocation, recog-
nition of loss carrybacks and carry-
forwards, and recognition of invest-
ment credit carrybacks and carry-
forwards are followed in determin-
ing the "separate return" tax provi-
sion for each member. The differ-
ence between the total of the sepa-
rate income tax calculations and 
the consolidated income tax pro-
vision is the "net benefit" (in some 
cases, a "net cost") of filing a con-
solidated income tax return. 
7. The net benefit is reflected 
in the income tax provision of the 
parent company.2 (However, some 
multi-unit organizations use a vari-
ation of the separate return meth-
od in which the net benefit is al-
located to the members of the con-
solidated group.) The deferred 
taxes associated with the net benefit 
are carried on the balance sheet of 
the parent until such time as the 
benefit is either realized or lost by 
the subsidiary. 
8. The separate return method, 
as indicated above, gives effect to 
the requirements of APB Opinion 
11 for each separate member and 
thus provides for deferred taxes. 
Also, it results in tax provisions by 
the subsidiary companies that cor-
respond with the amounts that 
would have been recorded had 
they been independent companies 
and made the tax elections in the 
consolidated return. Proponents of 
the separate return method believe 
these are desirable objectives that 
flow from the observation that in-
tercorporate tax allocations are dif-
ferent from other related party 
transactions. However, if all of the 
net benefit or net cost is allocated 
to the parent company, the amount 
of the parent company's income 
tax provision is not the amount that 
would have been recorded had the 
parent been an independent entity. 
That is justified on two grounds: 
First, since the decision to file a 
consolidated income tax return is 
the parent's, the parent should re-
ceive the benefit or incur the cost 
of that decision; second, since the 
goal of the separate return method 
is to treat the members as if they 
filed separate income tax returns, 
and since the total of those sepa-
rate calculations will ordinarily 
vary from the consolidated income 
tax provision, it is preferable to 
adjust the provision of only one 
(the controlling) member rather 
2
 A subsidiary may also be a parent of 
other subsidiaries in circumstances in 
which a consolidated return could have 
been filed for that subgroup. If sepa-
rate financial statements are prepared 
for such a subsidiary (the subparent) 
or subgroup, the subparent should re-
port the net benefit that would have re-
sulted had it filed a consolidated return 
with its subsidiaries. 
than those of each member. Sepa-
rate disclosure of the benefit should 
be made on the parent's financial 
statements. 
9. Some believe that the sepa-
rate return method gives the false 
impression that the provision for 
income taxes allocated to a mem-
ber of the consolidated group is 
the tax expense that the company 
would have had had it filed a sepa-
rate return, although the company, 
by agreement within the consoli-
dated group, might have had a 
larger or smaller tax expense had 
it filed a separate return. 
Agreement Method 
10. Under the agreement meth-
od, the consolidated income tax 
provision is considered an allocable 
corporate cost, similar to central-
ized computer service costs, cen-
tralized research and development 
costs, and general and administra-
tive expenses incurred at corporate 
headquarters. Such costs are allo-
cated among the members of a 
corporate group on the basis of 
agreements among the parties. Sim-
ilarly, the agreement method allo-
cates the consolidated provision for 
income taxes to each member on 
the basis of agreements among the 
members. 
11. Proponents of the agree-
ment method argue that it recog-
nizes the right of the members to 
enter into valid intercorporate tax 
sharing agreements and that it is 
supported by the fact that mem-
bers of a multi-unit organization 
are not autonomous entities and 
should not be accounted for as if 
they were. 
12. Others believe that the 
agreement method may not result 
in a reasonable allocation, for ex-
ample, to a member that has in-
curred losses that could not be 
used were it filing a separate re-
turn.3 They believe that it is not 
proper for a member to report a 
3
 Depending on the terms of the agree-
ment, it is possible that use of the 
agreement method would never result 
in what these observers would consider 
a reasonable allocation. 
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pro rata share of an income tax 
benefit that has been realized only 
because it is part of a consolidated 
group. Others observe that the 
agreement method does not neces-
sarily give effect to the require-
ments of APB Opinion 11 in the 
separate financial statements of the 
parent or of a subsidiary, but it 
does give effect to the requirements 
of APB Opinion 11 in the consoli-
dated financial statements. 
With-or-Without {Marginal 
Contribution) Method 
13. The with-or-without method 
emphasizes the effect of each mem-
ber's income or loss on the con-
solidated provision for income 
taxes. Under this method, the pro-
vision for income taxes is first com-
puted for the consolidated group 
as a whole. Next, the pretax income 
or loss for the parent or subsidiary 
is subtracted from the consolidated 
pretax income or loss and a provi-
sion for income taxes for remain-
ing companies in the consolidated 
group is computed. The difference 
between the two amounts is the 
provision for income taxes allo-
cated to that parent or subsidiary. 
14. Proponents of this method 
believe that it gives appropriate 
accounting recognition to the mar-
ginal contribution or cost of a mem-
ber relative to the consolidated in-
come tax provision of the group. 
15. Some believe that although 
this method gives effect to some of 
the mechanics of APB Opinion 11 
(such as interperiod allocation), it 
does not give effect to the concepts 
in that opinion. Others observe that 
since the total of income taxes com-
puted for the parent and the sub-
sidiaries is not likely to agree with 
the consolidated provision for in-
come taxes, at least one member 
of the group (usually the parent) 
will often receive an allocation of 
income taxes that is not consistent 
with the objective of this method. 
Percentage Allocation Method 
16. Under the percentage allo-
cation method, each member's pre-
tax income or loss is compared to 
the pretax income or loss of the 
consolidated group. The consoli-
dated income tax provision is then 
allocated to each member on the 
basis of the percentage relation-
ship that the company's pretax in-
come or loss bears to the consoli-
dated pretax income or loss. 
17. Proponents of this method 
argue that it spreads the consoli-
dated income tax provision among 
the members in a reasonable man-
ner that is simple to apply. They 
believe that the percentage allo-
cation method properly recognizes 
that all eligible affiliated entities 
must join in the filing of a consoli-
dated income tax return, and such 
entities should, they believe, share 
ratably in the benefits (or costs) of 
that decision. 
18. Others believe that this 
method does not result in a reason-
able allocation to a member that 
has incurred losses that could not 
be used were it filing a separate 
return. They believe that a mem-
ber should not report a pro rata 
share of an income tax benefit that 
has been realized only because it 
is part of a consolidated group. 
Internal Revenue Service 
Methods 
19. Internal Revenue Regulation 
1.1552-1 specifies for income tax 
purposes three methods of inter-
corporate tax allocation, and the 
commissioner may approve any 
other method, provided that it 
does not allocate more than the 
total income tax liability to the 
components. 
20. One method allocates the 
consolidated tax liability on the 
basis of the ratio of the taxable in-
come of the members to the sum 
of the taxable income of all of the 
members. However, for purposes 
of this allocation, the taxable in-
come of an individual member can-
not be negative. 
21. A second method allocates 
the consolidated tax liability on the 
basis of the ratio of the separate 
tax return liability of the member 
to the sum of the separate tax re-
turn liabilities of all of the mem-
bers. Also, for this allocation of an 
individual member, the separate 
tax return liability cannot be neg-
ative. 
22. The third method is essen-
tially the first method with some 
participation by loss companies. 
23. Each of these methods is 
used to allocate the consolidated 
income tax liability and thus does 
not comply with the requirements 
of APB Opinion 11. 
THE DIVISION'S 
CONCLUSIONS 
24. The accounting standards 
division recognizes the right of re-
lated parties to allocate a consoli-
dated provision for income taxes 
on the basis of written agreements 
among the parties. It nevertheless 
believes that it is desirable to re-
duce the number of alternative 
methods that are acceptable in de-
termining intercorporate tax allo-
cation. If no written tax sharing 
agreement exists, the division be-
lieves the separate return method 
best achieves the objectives of in-
come tax allocation provided for 
in APB Opinion 11. The division 
therefore believes that in the ab-
sence of such an agreement the 
separate return method should be 
used for intercorporate tax alloca-
tion. The net benefit (or net cost) 
of filing a consolidated income tax 
return should be allocated to the 
parent company if the separate re-
turn method is used. 
25. The provision for income 
taxes for a component of the con-
solidated group represents a charge 
(or credit) to income in place of 
income taxes, whether the provision 
is determined in accordance with a 
written tax sharing agreement or 
by applying the separate return 
method. The division believes that 
such a provision in the income 
statements of the parent and the 
subsidiaries should be labeled "al-
location in place of income taxes" 
or in some other manner that 
clearly indicates that the tax pro-
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pro rata share of an income tax 
benefit that has been realized only 
because it is part of a consolidated 
group. Others observe that the 
agreement method does not neces-
sarily give effect to the require-
ments of APB Opinion 11 in the 
separate financial statements of the 
parent or of a subsidiary, but it 
does give effect to the requirements 
of APB Opinion 11 in the consoli-
dated financial statements. 
With-or-Without (Marginal 
Contribution) Method 
13. The with-or-without method 
emphasizes the effect of each mem-
ber's income or loss on the con-
solidated provision for income 
taxes. Under this method, the pro-
vision for income taxes is first com-
puted for the consolidated group 
as a whole. Next, the pretax income 
or loss for the parent or subsidiary 
is subtracted from the consolidated 
pretax income or loss and a provi-
sion for income taxes for remain-
ing companies in the consolidated 
group is computed. The difference 
between the two amounts is the 
provision for income taxes allo-
cated to that parent or subsidiary. 
14. Proponents of this method 
believe that it gives appropriate 
accounting recognition to the mar-
ginal contribution or cost of a mem-
ber relative to the consolidated in-
come tax provision of the group, 
15. Some believe that although 
this method gives effect to some of 
the mechanics of APB Opinion 11 
(such as interperiod allocation), it 
does not give effect to the concepts 
in that opinion. Others observe that 
since the total of income taxes com-
puted for the parent and the sub-
sidiaries is not likely to agree with 
the consolidated provision for in-
come taxes, at least one member 
of the group (usually the parent) 
will often receive an allocation of 
income taxes that is not consistent 
with the objective of this method. 
Percentage Allocation Method 
16. Under the percentage allo-
cation method, each member's pre-
tax income or loss is compared to 
the pretax income or loss of the 
consolidated group. The consoli-
dated income tax provision is then 
allocated to each member on the 
basis of the percentage relation-
ship that the company's pretax in-
come or loss bears to the consoli-
dated pretax income or loss. 
17. Proponents of this method 
argue that it spreads the consoli-
dated income tax provision among 
the members in a reasonable man-
ner that is simple to apply. They 
believe that the percentage allo-
cation method properly recognizes 
that all eligible affiliated entities 
must join in the filing of a consoli-
dated income tax return, and such 
entities should, they believe, share 
ratably in the benefits (or costs) of 
that decision. 
18. Others believe that this 
method does not result in a reason-
able allocation to a member that 
has incurred losses that could not 
be used were it filing a separate 
return. They believe that a mem-
ber should not report a pro rata 
share of an income tax benefit that 
has been realized only because it 
is part of a consolidated group. 
Internal Revenue Service 
Methods 
19. Internal Revenue Regulation 
1.1552-1 specifies for income tax 
purposes three methods of inter-
corporate tax allocation, and the 
commissioner may approve any 
other method, provided that it 
does not allocate more than the 
total income tax liability to the 
components. 
20. One method allocates the 
consolidated tax liability on the 
basis of the ratio of the taxable in-
come of the members to the sum 
of the taxable income of all of the 
members. However, for purposes 
of this allocation, the taxable in-
come of an individual member can-
not be negative. 
21. A second method allocates 
the consolidated tax liability on the 
basis of the ratio of the separate 
tax return liability of the member 
to the sum of the separate tax re-
turn liabilities of all of the mem-
bers. Also, for this allocation of an 
individual member, the separate 
tax return liability cannot be neg-
ative. 
22. The third method is essen-
tially the first method with some 
participation by loss companies. 
23. Each of these methods is 
used to allocate the consolidated 
income tax liability and thus does 
not comply with the requirements 
of APB Opinion 11. 
THE DIVISION'S 
CONCLUSIONS 
24. The accounting standards 
division recognizes the right of re-
lated parties to allocate a consoli-
dated provision for income taxes 
on the basis of written agreements 
among the parties. It nevertheless 
believes that it is desirable to re-
duce the number of alternative 
methods that are acceptable in de-
termining intercorporate tax allo-
cation. If no written tax sharing 
agreement exists, the division be-
lieves the separate return method 
best achieves the objectives of in-
come tax allocation provided for 
in APB Opinion 11. The division 
therefore believes that in the ab-
sence of such an agreement the 
separate return method should be 
used for intercorporate tax alloca-
tion. The net benefit (or net cost) 
of filing a consolidated income tax 
return should be allocated to the 
parent company if the separate re-
turn method is used. 
25. The provision for income 
taxes for a component of the con-
solidated group represents a charge 
(or credit) to income in place of 
income taxes, whether the provision 
is determined in accordance with a 
written tax sharing agreement or 
by applying the separate return 
method. The division believes that 
such a provision in the income 
statements of the parent and the 
subsidiaries should be labeled "al-
location in place of income taxes" 
or in some other manner that 
clearly indicates that the tax pro-
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vision is not based on a tax return 
filing requirement. 
26. If the allocation in place of 
income taxes is based on a written 
tax sharing agreement, the amount 
of the allocation that would have 
been presented had the separate 
return method been applied, and 
the major provisions of the writ-
ten tax sharing agreement should 
be disclosed. 
27. In addition to the disclo-
sures required by APB Opinion 11, 
the nature and accounting effect of 
an agreement within the consoli-
dated group concerning taxes (see 
Statement on Auditing Standards 
6) as well as the amounts of fu-
ture benefits deferred or recognized 
should be disclosed in the separate 
financial statements. The separate 
companies should present the ele-
ments of deferred taxes, both in 
the income statement and the bal-
ance sheet, and should disclose the 
accounting treatment of deferred 
tax items. 
28. The tax basis of an invest-
ment in a subsidiary company, in-
cluding second-tier subsidiaries, is 
adjusted to include an allocation 
of the provision for taxes pursuant 
to the tax allocation method used 
under section 1.1552-33(d) of the 
Internal Revenue Service Regula-
tions. When a subsidiary is sold, 
the parent's separate income tax 
provision should be determined 
using as the tax basis of the sub-
sidiary the amount computed by 
the tax allocation method elected 
by the consolidated group. An ad-
justment would be made at this 
time for the book/tax difference, if 
any, in the methods used for allo-
cating consolidated income tax li-
ability. 
29. The division's conclusions 
should be applied in the separate fi-
nancial statements of the parent or 
subsidiaries that are members of 
a consolidated group for income 
tax purposes regardless of whether 
the financial statements of those 
companies are consolidated for fi-
nancial reporting purposes. Also, 
these conclusions apply to multiple 
levels of subsidiaries. The division 
believes that the intercorporate tax 
allocation method should be con-
sistently applied through all levels 
of consolidation. 
TRANSITION 
30. An accounting change to 
adopt the provisions of this state-
ment of position should be made 
retroactively. This statement should 
apply to financial statements pre-
pared after December 31, 1978. 
Disclosure should be made in the 
financial statements in accordance 
with paragraph 28 of APB Opin-
ion 20. 
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